BRANCH AL & GAS O
| BLA 95-93, 95-215 Deci ded March 31, 1998

Appeal s fromDeci sions of the Associate Drector for Policy and
Managenent | nprovenent, Mneral s Managenent Service, affirning Denand
Letters to pay additional royalties on onshore natural gas production.
MVE- 90- 0235- (G and MVE 90- 0275- (RG

Afirned.

1 Federal Q| and Gas Royal ty Managenent Act of 1982
Royalties--Q| and Gas Leases: Royalties: General ly

Wien there is no market for unconpressed natural gas at
the wel | head and the initial purchaser gathers,
conpresses, and resells the gas, the royalty val ue of
the gas produced fromthe | ease nust be based on the
price recei ved upon resal e, wth no deduction for the
costs of conditioning the gas for resal e.

APPEARANCES Gary G Broeder, Esq., Bllings, Mntana, for the Branch Q|
& Gas onpany; Sarah L. Inderbitzin, Esq., Peter J. Schaunberg, Esg.,
Hward W (hal ker, Esg., and Geoffrey Heath, Esq., Gfice of the Solicitor,
US Departnent of the Interior, Vshington, DC, for the Mneral s
Managenent Servi ce.

(PN ON BY ADM N STRATI VE JUDEE KELLY

The Branch Q1 and Gas Gonpany (Branch) has appeal ed fromtwo
Deci sions of the Associate Orector for Policy and Managenent | nprovenent,
M neral s Managenent Service (M.

In the first Decision (M& 90-0235- (&3, dated August 23, 1994, M\B
deni ed Branch's appeal froman April 12, 1990, Oder of the Chief, Gfice
of Sate and Tribal Program Support, Royalty Conpliance D vision, Denver,
ol orado (Denver office), directing it to pay additional royalties in the
amount of $1,871.80 wth respect to natural gas production fromFederal oil
and gas | eases Nos. 053-021663-0 and 053-057374-0 situated in Tool e Gounty,
Mbnt ana. The MVB concl uded that Branch had i nproperly val ued the natural
gas for royalty purposes during the period fromMNovenber 1, 1987, through
August 31, 1989. Branch's appeal was docketed as | BLA 95-93.
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In the second Decision (MVE 90-0275- (83, dated Novenber 10, 1994, MVB
deni ed Branch's appeal froma March 20, 1990, Qder of the Denver office
directing it to pay additional royalties in the anount of $12,504.31 with
respect to natural gas production fromFederal oil and gas | eases Nos. 053-
055314-0 and 053-021633-0 situated in Tool e Gounty, Mntana. The MVB
concl uded that Branch had inproperly val ued the natural gas for royalty
pur poses during the period fromMrch 1, 1984, through June 30, 1987 (Lease
No. 053-055314-0), and May 1, 1985, through June 30, 1987 (Lease No. 053-
021663-0). Branch's appeal was docketed as | BLA 95-215.

By OQder dated My 30, 1995 we consolidated the two appeal s.

Al of the natural gas at issue was sold by Branch, the | ease
operator, at the wellhead in an unconpressed state to A oe Ventures
Gathering System (A oe), under an April 15, 1979, "Gas Purchase Gontract."
Aoeis ajoint venture partnership forned by Branch and ot her operators;
Branch does not have a controlling interest in Aoe. A oe gathered the gas
fromthe subject wells, conpressed it, and sold it at its processing plant
to the Montana Power Gonpany (MPQ, under a separate gas purchase contract.

The wel | s, gathering system and plant are in the sane oil and gas field.
The MPCis not affiliated wth Branch or A oe.

In conputing royalty, Branch based the val ue of the gas on the initial
price paid under its contract wth Aloe. That price was, in accordance
wth Section 1, Aticle MI1, of the Gas Purchase Gontract, 72 percent of
the Aloe/ MPC contract price, wth the renmai ning 28 percent retai ned by A oe
as reinbursenent for the capital and operating costs it paid to gather and
conpress the gas. See Gas Purchase ontract at 26. Based on an audit
perforned by the Sate of Mntana Departnent of Revenue under del egat ed
authority, the Denver office concluded in its orders that Branch shoul d
have val ued the gas according to the A oe/ M°C contract price, wth no
deduction for the costs of gathering and conpressing the gas.

Inits statenent of reasons for appeal (SR, Appell ant argues that
under 30 CF. R 8 206.103 (1987) royalty is to be based on the reasonabl e
nar ket val ue of the production of gas at the well head, not on the resal e
price paid by MMCto Aloe. Appellant asserts that the gas was not
conpressed for purposes of the first sale to A oe since conpressi on was not
necessary to place the gas in a narketabl e condition for such purposes.
Mbreover, Appellant avers that the price it received fromA oe was equal to
or greater than the wel | head price being paid by MPC and others to any
other producer for like quality gas produced in the sane field.

Appel lant further notes that the cases cited by MB in its Decisions,
Gilifornia . v. Wall, 296 F.2d 384 (DC dr. 1991) and Shoshone I ndi an
Tribe v. Hodel, 903 F.2d 784 (10th Qr. 1990), are inapposite since they
i nvol ved conpression costs incurred by a Federal |essee to place gas in a
nar ket abl e condition for purposes of the first sale to its immedi ate
pur chaser .
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FHnally, Appellant asserts that MVB i nproperly extended the reach of
the "Marketable Gondition Rule,” claimng that it "allows [ MM to ignore
the first sale at the well head as a narket and use a second sal e of the gas
several mles anay fromthe | eases as the narket to determne the wel | head
val ue of the production for royalty purposes.” (SR IBLA 95-93, at 5.)

It asserts that this renders the Decisions arbitrary, capricious, an abuse
of discretion, and contrary to the lawas set forth in the applicabl e | ease
and regul atory provi si ons.

[1] It is well established that a Federal oil and gas | essee/ operat or
isrequired to place natural gas produced fromFederal ly-leased lands in a
nmarketabl e condition at no cost to the Federal Governnent. Mesa perating
Limted Partnership v. US Departnent of the Interior, 931 F. 2d 318, 324-
25 (5th dr. 1991), cert. denied, 502 US 1058 (1992). This "Mrketabl e
Qndition Rule" was in effect throughout the period of tine at issue here.
See 30 CF. R 88 206. 106(b) (1987) and 206.152(i) (1990). Thus, where a
| essee/ operator incurs the costs of gathering, conpressing, sweetening,
dehydrating, or otherw se placing the produced gas in a narketabl e
condition, and then sells the conditioned gas into its true narket, the
| essee/ operator may not deduct those costs fromthe sal es price or proceeds
used to value the gas for royalty purposes. Shoshone Indian Tribe v.

Hodel , 903 F.2d at 788; Galifornia Go. v. Wall, 296 F.2d at 386. Rather,
the | essee/ operator nust val ue the gas according to the sales price or
proceeds wth no deduction for such costs; otherw se, the costs of placing
the gas in a narketabl e condition wll be borne in part by the Federal
Gover nnent .

In the case at hand, Appellant did not directly incur the cost of
conditioning the gas, but sold it to A oe which gathered and conpressed t he
gas, resold it to MPC and then paid Appel lant the resal e price mnus
A oe' s costs of conditioning the gas. This arrangenent does not change
Appel lant's obligation to bear the costs of conditioning the gas for sale.

See RE Yarbrough & ., 122 |BLA 217, 218, 223 (1992). As stated by
MVE

[Bly accepting a lower price for its gas, Branch in effect 'pai d
A oe to gather and conpress the gas and excl uded those costs from
its royalty value. Uhder MVG regul ations and case |law * * *
Branch has the obligation to put its product into narketabl e
condition and the associ ated costs cannot be subtracted from
royal ty val ue.

(Answer, 1BLA 95-93, at 5.)

V¢ reject Appellant's argunent that the first sale to Aloe reflects
the true narket value of the gas. Hrst, Appellant has admtted that there
was no narket for the unconpressed gas at the wel | head. (SR |BLA 95-215,
at 1-2.) Second, a nmarket for unconpressed gas can be said to exist only
where there is an "establi shed denand" for that gas. Glifornia G. v.
Wall, 296 F.2d at 388. The fact that the unconpressed gas here was
actually sold at the well head does not prove that there was a "narket" at
that point. See Texaco Inc., 134 |BLA 109, 115 (1995). A oe cannot
repr esent
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that an established demand for that gas exi sted when the evi dence shows
that Appellant and others created Al oe for the specific purpose of buying
and then narketing what was ot herw se unnarketabl e gas. See Xeno, Inc.,
134 IBLA 172, 183 (1995). Further, even after A oe was created, the fact
that the gas had, under the Branch/A oe contract, no value until it was
sold to MG is indicative of the fact that no narket for the gas existed
at the wellhead. See RE Yarbrough & G., 122 IBLA at 223. Aso, the
fact that Appellant effectively paid for conpressing the gas by accepting a
price reduced by the costs of conpression indicates that the gas was
narketable in its conpressed, but not its unconpressed, state. See Texaco
Inc., 134 IBLA at 114-15.

Accordingly, we conclude that the resale of gas to MPC represented the
first true narket sale and that Appellant was required to use the price
received fromthat resale for royalty purposes.

U to this point, we have focused on the majority of the gas at issue
here, which was produced prior to the March 1, 1988, effective date of the
Departnent’ s current product val uation regul ations. However, MB August
1994 Decision also pertains, in part, to production fromFederal |eases
Nbs. 053-021663-0 and 053-057374-0, whi ch occurred between March 1, 1988,
and August 31, 1989.

Qurrent regul ations clearly provide that, in using the sales price or
proceeds received by a lessee to value its gas for royalty purposes, "that
val ue shall be increased to the extent that gross proceeds have been
reduced because the purchaser * * * is providing certain services the cost
of which ordinarily is the responsibility of the | essee to place the gas in
narketable condition.” 30 CF.R § 206.152(i) (1990). Thus, the | essee
nmay not transfer the burden of placing its gas in a narketabl e condition to
athird party and then value it for royalty purposes by using the reduced
sales price or proceeds paid by that party. Instead, those costs nust be
added to the sal es price or proceeds.

Natural gas is deened to be in a "narketabl e condition” when it is
"sufficiently free frominpurities and otherwse in a condition that [it]
Wl be accepted by a purchaser under a sales contract typical for the * *
* area,” which is the geographic region in which the gas has simlar
quality, economic, and legal characteristics. 30 CF. R § 206.151 (1990).

In the present case, there is no question that the subject gas was not
accepted in its unconpressed state under a sales contract typical for the
area. Appellant identifies MPC as the purchaser of nore than 80 percent of
the wel | head gas in the area. However, MPC woul d only accept Appel lant's
gas once it had been conpressed. Wiile A oe woul d purchase the gas inits
unconpressed state, it was an entity created by Appel | ant and others for
t he express purpose of buying gas fromthem Therefore, we concl ude that
MPC not A oe, represented the purchaser under a typical area sal es
contract. Thus, conpressing the gas was clearly necessary to place it in a
"marketabl e condition,” wthin the neaning of 30 CF. R § 206. 151 (1990).
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Fnally, thereis no question that the sal es price recei ved by
Appel l ant fromA oe was "reduced’ by the anount of the costs of conpressing
the gas paid by Aoe. 30 CF.R 8 206.152(i) (1990). Thus, we concl ude
that Appellant was required by 30 CF.R § 206.152(i) (1990), after Mrch
1, 1988, to increase that sales price by the anount of those costs, in
order to properly value the gas for royalty purposes.

To the extent Appel | ant has rai sed argunents not addressed herein,
t hey have been consi dered and rej ect ed.

Therefore, we conclude that MM Decisions of August and Novenber
1994, properly deni ed Appellant's appeal s fromthe Mrch and April 1990
Denver office orders requiring it to pay additional royalties based on the
price received fromthe resal e of the gas to MPC wth no deduction for the
cost of gathering and conpressing the gas for the purpose of that resale.

Accordingly, pursuant to the authority del egated to the Board of Land
Appeal s by the Secretary of the Interior, 43 CF. R 8§ 4.1, the Decisions
appeal ed fromare af firned.

John H Kelly
Admini strative Judge

| concur:

T Britt Price
Admini strative Judge
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